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1. Introduction and Summary 


The main purposes of this paper are to review developments leading to the recent 
international recession, to review current economic conditions and to set out the cur- 
rent Department of Finance short-term forecast and medium-term extension for the 
Canadian economy. These economic data provide the basis for the projections of the 
government’s revenues and expenditures contained in the budget. The effects of the 
measures announced in the budget have been taken into account in producing this 
economic outlook. 


Forecasting is an uncertain business. It relies heavily on an analysis of past behaviour 
and relationships among economic variables that have been observed over long peri- 
ods of history. As one observer has commmented: ‘‘Forecasting is like driving along 
the road while watching the rear view mirror. It works well when the road is straight.”’ 
In the recent past the road has been far from straight. Both the speed and the sever- 
ity of the recession were unforeseen by any forecaster. Analysts are continuing to 
study recent economic developments to understand more thoroughly the way the 
economy has responded to external and domestic events. Inevitably, there are uncer- 
tainties as to why the economy responded in one way rather than another. These 
uncertainties, combined with the usual uncertainties about how future events will 
unfold and how Canadians will respond to them, suggest that forecasts should be 
treated as no more than the best judgement at a point in time of the likely path for 
the economy. If subsequent developments diverge from the forecast assumptions 
used in preparing this outlook, or if the response of Canadians to the external or 
domestic environment differs from past responses, this will affect economic perform- 
ance and lead to subsequent revisions to this economic outlook. 


In brief, our current forecast for the Canadian economy starts from the view that 
recovery began in the first quarter of 1983. The rate of growth this year is forecast to 
be moderate for the first year of a recovery, but is expected to provide the basis for 
steady, non-inflationary growth over the medium term. The unemployment rate is 
expected to remain high in 1983 and decline slowly thereafter. In this environment, 
further gains in reducing Canadian inflation are likely to occur through 1987. 
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2. Review of Recent Economic Developments 


International Economic Developments 


The oil price shock of 1979-1980, which more than doubled world oil prices, was a 
major factor in the increase in 1980 of 3 percentage points in the average rate of 
inflation in the seven major countries of the Organization for Economic Cooperation 
and Development (OECD). In contrast to the response to the earlier oil price shock in 
1973-1974, the major industrialized countries reacted to the second shock by tight- 
ening fiscal and monetary policies to contain and reduce inflationary pressures. As a 
result, the rate of inflation has subsequently slowed, but the rate of growth in output 
also has slowed and the world has endured a sharp and deep recession that has led 
to a substantial rise in unemployment. 


The year-over-year increase in consumer prices in the seven major OECD countries 
fell to 5% per cent in January of this year. As indicated in Table 1, this was 7 percent- 
age points less than the peak inflation rate of 12% per cent in 1980. The increase in 
real gross national expenditure (GNE) for these countries as a group slowed sharply 
from 3% per cent in 1979 to 114 per cent in 1980 and 1981, and then declined by 
one-half of one per cent in 1982. For the period 1980 to 1982 the cumulative 
increase in real GNE was about 2 per cent, compared to an increase of about 12 per 
cent over the preceding three-year period. In 1982, real GNE fell in the United States, 
Germany and Canada, remained almost unchanged in the United Kingdom and Italy, 
and increased 1.5 per cent in France and 2.5 per cent in Japan. Reflecting this weak- 
ness in economic activity, the average unemployment rate in the seven major OECD 
countries increased to 8.4 per cent in 1982 from 5.4 per cent in 1979. There are now 
about 33 million people unemployed in the OECD countries. 


Since late 1979, financial developments in the United States have significantly 
influenced interest rates and exchange rates in the industrialized world. Various policy 
changes in the U.S. led to unprecedented high and fluctuating interest rates which 
placed added pressures on international capital markets and consequently on 
exchange rates. In general, countries reacted to these pressures by allowing some 
movement in both their exchange rates and interest rates, with the extent of change 
in these two variables being influenced by domestic economic developments. The 
run-up in U.S. interest rates from November 1981 to June 1982 led to a significant 
appreciation of the U.S. dollar and a corresponding decline in the currencies of most 
other industrialized countries, as well as increases in their interest rates. Since the 
middle of last year, U.S. interest rates have declined rapidly, leading to substantial 
reductions in interest rates in other countries and some further realignment of 
exchange rates. 


Leading indicators of economic activity in the U.S. turned positive in the second half 
of 1982. Housing starts began to increase, consumer confidence surveys indicated 
rising optimism, inflation continued its downward trend and interest rates continued 
to fall. The index of leading indicators increased in virtually every month of the 
second half of the year. The data for the early months of 1983 have continued to be 
encouraging: housing starts continued to rise, industrial production began to 


Table 1 
Recent OECD Economic Indicators 


Average Average Average 
1966-1973 1974-1978 1979-1982 1979 1980 1981 1982 


(per cent) 
Growth in real GNE/ GDP (4) 
United States 3.9 2.8 0.6 2.8 —0.4 EO me alo 
Japan 10.7 CLT 4.2 5.9 5.4 3.0 25 
Germany 4.3 2,0 Wi 4.4 18 -03 —1.3 
France 5.4 3.1 Wels) S18 Tet 0.2 Le 
United Kingdom BS 1.4 —0.5 16 -—20 —2.2 0.5 
Italy 5.4 2a 2.4 4.9 3.9 —0.2 0.8 
Canada B) 3.2 0.4 2.9 0.5 Sy vs) 
Seven major countries 5.4 Pf Wed GZ Ve 1.3 —0.5 
Employment growth’) 
United States 2:3 Zo 0.9 2.9 0.5 11. —0.9 
Japan 1S 0.5 1.0 1156} 1.0 0.8 1.0 
Germany 0.0 —0.9 —0.1 Woes 09 —-08 -—1.8 
France 0.6 0.4 —0.5 —0.7 0.1 —-0.7 —0.8 
United Kingdom —0.6 0.0 —2.3 0.7 -19 -48 -—3.0 
Italy —0.2 1.0 0.6 1.0 0.8 0.4 0.0 
Canada 2.9 2.6 hile <4: Ose DGS Ones Gt =O 8 
Seven major countries 1.4 We 0.4 1.9 0.5 0.2 —0.9 
Unemployment rate?) 
United States 4.5 7.0 7.6 5.9 U2 7.6 9.7 
Japan IRS 1.9 DP 2a 2.0 PDP: 2.4 
Germany 1.4 6h i/ S), 1 4.7 She) 4.7 toll 
France Qi 5.3 TES Uo: 6.3 7.4 8.9 
United Kingdom 2.6 4.6 8.5 Sal 6.5 10.2 12.0 
Italy wii U2 8.3 8.3 15 8.3 91 
Canada 4.8 Ue 8.4 WE eS 7.6 Wie 
Seven major countries Ora Sys 6.6 5.4 5.8 6.6 8.4 
Consumer price inflation94) 
United States 4.4 8.0 10.3 ies 1Ghis 10.3 6.2 
Japan 6.2 WLS 4.7 36 8.0 4.9 nl 
Germany 3.9 4.8 52 4.1 5:5 5.9 5.3 
France Sy, 10.7 12.4 10.8 13.6 13.4 11.6 
United Kingdom 6.1 16.2 12.9 3h) 18.0 11.9 8.1 
Italy 4.5 16.7 18.0 14.8 Palee 19.5 16.3 
Canada 4.3 9.2 10.6 9. 1 10.2 AS) 10.8 
Seven major countries 4.7 9.5 9.6 9°3 Wee 10.0 6.5 
Growth of productivity!) 
United States ds 0.3 —0.2 —0.1 -—09 0.8 —0.9 
Japan 9.3 3.2 2.8 4.5 Sai 2a 125 
Germany 4.3 2.9 2 Sal 0.9 0.6 0.5 
France 4.8 2.8 Boa 4.2 Us 1.0 a0) 
United Kingdom 3.1 ila ile 0.7 —0.3 3.3 3.5 
Italy 5.6 0.0 1.9 3.9 3.1 —0.5 1.0 
Canada Za 0.6 — 1.1 —-10 -22 -05 —1.6 
Seven major countries 3.9 EO 0.9 eI 0.4 Ws 0.4 


". GNE numbers are reported for the United States, Japan, Germany and Canada, while GDP numbers are reported for 
France, the United Kingdom and Italy. 

2) Unemployment rates are on the basis of national definitions. 

(3) As measured by the year-over-year variation in the CPI. 

*) Averages are calculated by using weights based on the GNE/GDP respective shares in 1981. 


Source: OECD, Economic Outlook, December 1982, Main Economic Indicators, updated in certain cases with more recent 
information, and National Accounts, volume II, 1982; Statistics Canada, National Income and Expenditure Accounts, 
quarterly, cat. 13-001, The Labour Force, monthly, cat. 71-001, and Consumer Prices and Price Indices, quarterly, cat. 


62-010; U.S. Department of Commerce, Survey of Current Business; and U.S. Department of Labour, Monthly Labor 
Review. 


increase, employment increased and the run-down of inventories appeared to have 
run its course. The preliminary estimate of real GNE in the first quarter suggested an 
increase of about 1 per cent for the quarter or 4-per-cent growth at annual rates. 


Economic Developments in Canada 


Over the span of a year, from the third quarter of 1980 to the second quarter of 
1981, real GNE increased strongly in Canada, at a rate of 5% per cent. This rapid 
rate of growth exceeded that for the other major industrialized countries. This period 
was followed by the steepest recession in post-war history, with real GNE declining 
by about 7.5 per cent from the second quarter of 1981 to the end of 1982. The 
unemployment rate increased dramatically, reflecting this decline in output. The rate 
of inflation also has declined significantly, particularly since June of 1982 when the 
government introduced its 6&5 program. 


Real GNE fell 4.8 per cent in 1982. As indicated in Table 2, all major components of 
demand declined except government spending and foreign trade. The decline in busi- 
ness fixed and inventory investments was particularly large, reflecting a sharp drop in 
profits and very high levels of interest rates. 


The current account of Canada’s balance of payments improved to a $2.7 billion sur- 
plus in 1982, from a $5.3 billion deficit in 1981. This was the first surplus since 1973. 
Underlying this change was a large increase in the surplus on merchandise trade, 
which more than doubled from $7.4 billion in 1981 to a record $17.7 billion. This 
improvement resulted from a small drop in exports, due to the international recession, 
and a large decline in imports, reflecting weak domestic demand. 


In current dollars, gross national product (GNP) increased only 5.3 per cent in 1982. 
Labour income increased 7.0 per cent, but corporate profits fell by 33.3 per cent, 
marking the second consecutive year of decline. Profit margins, measured as the 
share of pre-tax profits in GNP, reached a postwar low, as shown in Chart 1. Invest- 
ment income of persons grew less rapidly than in 1981 when interest rates rose rap- 
idly, but still increased by 14.4 per cent in 1982. Table 3 shows the income shares in 
GNP for the period 1980-1982, compared with historical average shares. 


The decline in economic activity resulted in substantial losses in employment and an 
increase in the unemployment rate to 11.0 per cent in 1982 from 7.6 per cent in 
1981. The increase in the unemployment rate was dampened by a slowing in the 
growth of the labour force, as the rate of labour force participation actually fell in 
1982. 


After gathering momentum in every year since 1976, the rate of inflation has declined 
significantly since mid-1982. The year-over-year increase in the consumer price index 
(CPI) in February 1983 was 7.4 per cent. The annualized rate of increase in the sea- 
sonally adjusted CPI from June of 1982, when the government introduced its 6&5 
program, to February 1983 has been only 5.7 per cent. A number of factors have 
contributed to the recent decline in inflation. These include a significant slowing in the 
rise of food and energy prices, weak product markets which slashed profit margins to 
record low levels, weak labour markets which slowed increases in labour costs, 


Chart 1 
Corporation Profits as a Share of GNP 


Average 11.2% 1973-1982 


1973 1976 1979 1982 


Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-001; 
and Department of Finance. 


declines in industrial and raw material prices, and the impact of the federal govern- 
ment’s 6&5 program. Wage settlements fell significantly during 1982, particularly dur- 
ing the second half. Increases in wage settlements without cost of living adjustment 
Clauses averaged 7.3 per cent in the fourth quarter, compared with 14.0 per cent in 
the fourth quarter of 1981. Settlements in the federal public sector averaged 6.0 per 
cent in the fourth quarter of 1982, compared with 8.8 per cent in the provincial public 
sector and 9.8 per cent in the private sector. 


During 1982, the Canadian dollar traded in a broad range relative to most major cur- 
rencies. In terms of the U.S. dollar, it declined 8.1 per cent over the first half of the 
year, reaching a low of U.S. $0.7680:in late June. It recovered during the second half 
of the year, moving to U.S. $0.8138, down 3.5 per cent from the end of 1981. During 
the first quarter of 1983, the dollar traded within a narrow range around its 1982 
year-end value. In contrast to its performance against the U.S. dollar, the Canadian 
dollar appreciated during 1982 against the currencies of our other major trading part- 
ners, rising 7.9 per cent on a trade-weighted basis over the course of the year. This 
exchange rate index has remained relatively stable during the first quarter of 1983. 
Short-term Canadian interest rates rose in the first half of 1982, and peaked in June 
some 200 basis points higher than they were in January. This movement followed 
short-term interest rate developments in the U.S., where the Federal Reserve Board 
(FRB) reacted to rapid U.S. money supply growth by tightening credit conditions. In 
the first quarter of 1982, U.S. short-term interest rates increased 200 basis points, 
while Canadian rates were relatively stable. As a consequence, the uncovered inter- 
est rate differential between Canadian and U.S. interest rates declined sharply. In 


Table 2 
Growth of Demand, Labour Market Indicators, Costs and Incomes, 1981 and 1982 


1982 
1981 1982 1Q 2Q 3Q 4Q 
(annual percentage (quarterly percentage change) 
change) 
Demand (1971 dollars) 
Consumption 1.9 —2.5 —1.3 —0.6 —0.6 0.3 
Government We 0.9 —0.9 0.7 —0.5 0.5 
Residential construction 5.6 — 23.5 —4.0 — 12.5 —4.7 10.4 
Business investment 6.4 — 11.5 —4.0 —5.5 —8.6 0.6 
Final domestic demand 2.6 —4.2 —1.8 — 1.6 —2.0 0.7 
Total exports 1.6 —1.5 —4.4 6.6 Ut —9.4 
Total imports 2.6 — 10.4 —6.3 1.6 —1.9 —6.8 
GNE 31 —4.8 —2.3 —1.3 —1.1 —1.1 
Labour market indicators 
Empiocyment 2.6 —3.3 —1.4 —1.2 —1.2 —0.8 
Labour force 27, 0.4 —0.5 0.6 0.7 —0.2 
Unemployment rate (per cent) 7.6 11.0 8.9 10.5 WZ VAT 
Costs 
Consumer price index 12.4 10.8 0 3.0 2.1 1.6 
Non-COLA wage settlements 13.3 10.0 12.8 125 10.1 U8 
Incomes (current dollars) 
Gross national product 13.5 She) 0.6 —0.1 1.6 2.0 
Labour income 13.9 7.0 1.8 0.6 —0.1 13 
Corporate profits — 10.5 — 33.3 —17.1 — 12.9 1.0 WS 
Investment income — persons Cho} | 14.4 2.8 0.9 Sits) —7.3 
Personal disposable income WET 9.3 2.1 0.5 3.1 ill 


Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-001; The Labour Force, cat. 81-001; and 
the Consumer Price Index, cat. 62-010; Labour Canada, Labour Data. 


fact, U.S. rates were above comparable Canadian rates for a short period of time. As 
the external value of the Canadian dollar weakened, the Bank of Canada sought to 
avoid the direct inflationary consequences of the exchange rate depreciations engen- 
dered by the very narrow interest rate differentials by raising Canadian short-term 
interest rates through the second quarter. Interest rates during this period rose sub- 
stantially in Canada, but speculative pressure on the dollar was intense and the 
Canadian dollar fell to a record low relative to the U.S. dollar in late June. 


Through the second half of the year, U.S. interest rates fell sharply as the FRB 
adopted a more accommodating monetary policy stance. Canadian interest rates fol- 
lowed U.S. rates down, but more slowly, given the higher rates of inflation being 
experienced in Canada. As a result, extremely wide interest rate differentials opened 
up between Canadian and U.S. interest rates in August. This differential was gradu- 
ally narrowed as declining inflation created additional room for moderation in 
Canadian interest rates. By the end of the year, most short-term interest rates were 
roughly 700 basis points lower than they had been in June. In the fall of 1982, in 
response to difficulties with the measurement and interpretation of the narrow mone- 
tary aggregate it had been using as an indicator of the stance of monetary policy, the 
Bank of Canada announced that it would be focussing on a wide range of economic 
and financial indicators in the conduct of monetary policy. The Governor of the Bank 
of Canada noted that the Bank would continue to seek to ensure that interest rates 
were as low as possible, consistent with continuing resistance to inflation. 


Table 3 
Shares of Gross National Product’) 


Average Average 
1965-1973 1973-1982 1980 1981 1982 


(percentage shares) 


Labour income 5373 56.2 56n/, Syma 58.0 
Corporate profits We Wie 12.6 10.0 6.3 
Investment income 4.2 6.6 Uatf 8.3 8.6 
Farm income 60) 1.8 1.4 1.4 1.4 
Unincorporated business income 7.0 4.4 4.0 4.4 4.4 
Net national income WU se) 79.5 78.1 77.0 
Indirect taxes less subsidies 12.2 11.4 10.0 Wake 11.8 
Capital consumption allowances 11-5 Wiles Wilts TRS 12.2 


(1) Excludes dividends to non-residents, and residual error. 


Indicators of Recovery 


During previous recessions, preconditions for an economic recovery were established 
some time before real GNE actually began to grow again. This was also the case in 
1982. The rapid liquidation of inventories through the year restored more viable 
inventory-to-sales ratios by year-end. Profits began to increase from their depressed 
level in the second half of the year. Real final domestic demand rose 0.7 per cent in 
the fourth quarter, as spending both on consumer goods and services and on resi- 
dential construction recorded their first increase during the year. Inflation, as mea- 
sured by the year-over-year percentage change in the CPI, fell from an average of 
11.5 per cent in the first half of the year to 9.3 per cent in December and subse- 
quently to 7.4 per cent in February 1983. 


Over the past several months, there have been increasing indications that economic 
recovery has begun in Canada. The various composite series of leading indicators 
have increased through the last quarter of 1982, the latest period for which this infor- 
mation is available. The Conference Board’s index of consumer attitudes increased in 
both the third and fourth quarters of 1982, with a gain of 28 per cent in the final quar- 
ter. This index jumped a further 34 per cent in the first quarter of this year, the largest 
quarterly increase since the survey was initiated in 1960. Employment grew by 
72,000 between November of 1982 and March of 1983. Housing starts averaged 
165,000 (at an annual rate) in January and February, compared with 96,000 and 
137,000 in the third and fourth quarters of 1982 respectively. Industrial production 
jumped by 5 per cent in the month of January. As well, the continuing decline in the 
rate of inflation, the downward trend in interest rates and the emerging recovery in 
the U.S. economy are additional signs pointing to an increase in output in Canada in 
the first quarter of this year. 


3. Major Economic Assumptions 


Table 4 


The preparation of short-term economic forecasts and medium-term extensions 
requires many assumptions. The more important of these include: the likely policy 
and performance of Canada’s major trading partners, the likely course of interna- 
tional oil prices and other commodity prices such as food prices, the response of 
wages and prices to the 6&5 guidelines, and the growth of the labour force in 
Canada. The purpose of this section is to review some of the key assumptions that 
underlie both the short-term forecast and the medium-term extension. The main 
assumptions are set out in Table 4. 


Main International Assumptions 


1982 1983 1984 1985 1986 1987 


(percentage change) 


United States 


GNE value 4.1 6.4 7.8 8.1 WS 6.6 
price 6.0 4.7 4.1 4.0 3.8 316 
volume —1.8 Wet 3.6 3.9 3.4 3.0 

Consumer price index 6.1 4.5 4.0 3.9 3.9 6h 7/ 

Unemployment rate (per cent) 9.7 10.4 10.0 9.0 Tite Thal 

OECD Industrial Production 0.3 2.2 SHS) Ghi6! onl Chi 


External Economic Conditions 


The assumptions with respect to external growth shown in Table 4 depend greatly on 
the monetary and fiscal stance adopted by authorities in the various industrialized 
countries. Although inflation has subsided from its peak levels, there is continuing 
concern in most industrialized countries that a significant shift towards expansionary 
policies would re-ignite inflationary expectations. If this were to occur, such a shift 
could lead to greater short-term growth, but would inevitably require another painful 
period of adjustment some years down the road. In light of such considerations, the 
overall stance of economic policy in our major industrialized trading partners is 
assumed to be only cautiously expansionary. In particular, we have assumed that the 
FRB in the United States will continue its recent policy of accommodating modest 
non-inflationary real growth. In the longer term, the potential for policy conflict exists 
as growing U.S. federal deficits could compete with private demands for credit as the 
economy approaches high levels of capacity utilization. For the purposes of these 
projections, it is assumed that a satisfactory resolution of these conflicts will be found 
before they reverse the underlying expansionary path of the U.S. economy. 


Between the fourth quarter of 1982 and the fourth quarter of 1983, real GNE in the 
U.S. is assumed to increase between 3 and 3'2 per cent. As in past cyclical recover- 


ies, the increase in real demand is expected to be led by the consumer sector and by 
residential construction. On an annual average basis, real GNE is expected to 
increase between 1'2 and 2 per cent in 1983. The modest economic recovery will not 
likely be strong enough to reduce the unemployment rate significantly during 1983. 
However, there should be further moderation in the rate of inflation with the CPI 
expected to rise 4% per cent in 1983, compared with 6% per cent in 1982. 


The preliminary estimate of an increase of about 1 per cent in real output in the first 
quarter in the U.S. has led some forecasters to revise upwards their forecast for 
growth for 1983. For example, the most recent forecast by the Council of Economic 
Advisers now suggests real growth of 4.7 per cent between the fourth quarter of 
1982 and the fourth quarter of 1983. If the actual growth rate in the U.S. turns out to 
be significantly higher than the 3 to 3% per cent assumed in this outlook, then 
Canadian exports will be higher than now forecast. This in turn would increase the 
strength of the recovery in Canada. 


In the Economic Outlook published in late December of last year, the OECD forecast 
that each of the seven major countries will experience growth in real GNE beginning 
in the first half of 1983. For a number of reasons, the pace of recovery is expected to 
be slower than the postwar historical average. These reasons include the weak out- 
look for investment, continued high levels of real interest rates, and continuing con- 
cern about the possibility of renewed inflationary pressures. As recovery proceeds 
and gathers strength, unemployment is expected to be reduced, but only gradually. 
As a result, the average unemployment rate for 1983 is expected to be higher than in 
1982 in every major country except Japan. 


Over the medium-term period, the United States economy is assumed to grow at a 
moderate pace while the inflation rate continues to abate. The forecast of moderate 
growth implies that unemployment rates in the United States will remain high by his- 
torical standards. Economic growth in Canada’s other major industrialized trading 
partners also is expected to be modest, with the annual growth in industrial produc- 
tion averaging about 3% per cent between 1984 and 1987. 


International Oil Prices and Domestic Oil and Gas Prices 


10 


World oil consumption has fallen from record 1979 levels, due to the combined influ- 
ences of sharp increases in oil prices following the Iranian revolution and the outbreak 
of the lraq-lran war, and weak oil demand due to economic recession, conservation 
and substitution. The run-up in prices in 1979 was greatly influenced by precaution- . 
ary inventory accumulation due to the uncertain political situation in the Middle East. 
The resulting higher oil prices contributed to the recession as well as encouraging 
increased oil supply from countries outside the Organization of Petroleum Exporting 
Countries (OPEC). As the underlying demand for oil began to decline and the world 
price came under increasing pressure, incentives to reduce inventories grew and the 
pressure on prices intensified. As a result of these developments, the demand for 
OPEC oil was reduced by more than one-third between 1979 and 1982, and the 
OPEC countries found themselves effectively unable to maintain prices by restraining 
production during 1982 and early 1983. Weak oil markets culminated in the recent 
OPEC agreement on oil price reductions and production quotas for its member coun- 
tries; these reductions are designed to equate oil supply and demand in order to sta- 
bilize oil prices. It is unclear whether this recent agreement will prove sustainable, and 
consequently the likely course of international oil prices remains a major uncertainty. 


Wages 


The recent decline in the international price of oil has improved the prospects for 
lower inflation and stronger real growth in oil-importing countries. The decline in 
imported oil prices will help to reduce inflation and interest rates, which in turn will 
encourage consumer demand and business investment. Lower oil prices also will 
improve prospects in many developing countries by reducing their oil import costs 
and the interest costs on their external debt, although some oil-exporting countries 
may face increasing difficulties in servicing their external debt. While such difficulties 
could result in additional pressure on the international financial system, it is assumed 
that such pressure can be accommodated, without undue disruption, through con- 
tinued international cooperation. 


For the purpose of the current projection, OPEC is assumed to succeed in stabilizing 
world oil prices at their current level for the remainder of 1983. Thereafter, as demand 
for OPEC oil increases in response to worldwide economic recovery, oil prices are 
assumed to increase by 2 per cent annually in real terms. 


Domestic oil and gas prices through the projection period are assumed to be estab- 
lished in accordance with the federal-provincial pricing agreements negotiated in 
1981. The price of conventional oil from existing sources is limited to 75 per cent of 
the imported oil price, and oil from new or unconventional sources is priced at 

100 per cent of the import price, after allowing for transportation costs, differences in 
quality and adjustment lags specified in the agreements. Natural gas prices increase 
according to the fixed schedule set out in the pricing agreements. 


In June of 1982, the federal government implemented a two-year program to limit 
income growth in the federal public sector to 6 per cent in the first year and 5 per 
cent in the second year. The coverage of the program is broad, affecting ministers of 
the Crown, members of the House of Commons, members of the Senate, all public 
servants, Crown corporations, the judiciary and the armed forces of Canada. The 
Minister of Finance urged other governments and private sector employers to follow 
this lead. At the same time, he asked federal regulatory agencies dealing with prices 
to adhere to the objectives established by the 6&5 program. 


As a result of this program, wage increases in the federal public sector averaged 6 
per cent in the fourth quarter of 1982. Most provinces have introduced similar meas- 
ures to limit public service pay increases within their jurisdictions, and provincial wage 
settlements averaged less than 9 per cent in the fourth quarter, compared with over 
13 per cent in the third quarter. Although wage settlements for unionized employees 
in the private sector (contracts with 500 or more employees) have shown less moder- 
ation than in the public sector as of the fourth quarter of 1982, settlements in early 
1983 indicate a further slowing. The current projections assume that the 6&5 pro- 
gram will continue to be successful, with average wage increases falling to 6 per cent 
by the end of this year and to 5 per cent by the. end of 1984. With inflation continuing 
to abate, and a moderate pace of economic recovery, annual wage increases are 
projected to average about 5 per cent in the period from 1985 to 1987. 


Food Prices 


Food price increases moderated significantly in 1982. Global bumper crops during 
the 1981-1982 growing season left large carry-over stocks of important grains. In 


addition, the 1982-1983 season is also expected to yield bumper crops, which will 
continue to restrain food price increases in the short term. Livestock prices also have 
been generally low over the last year, and even though they are likely to increase 
more rapidly in the projection period, it is expected that food prices will increase 
between 5 and 6 per cent per year between 1983 and 1987. Food price forecasts, 
like oil prices, are subject to a great deal of uncertainty. Changes in weather condi- 
tions, crop failures, exchange rate fluctuations or international political uncertainty 
can easily lead to very large changes in food price developments. Implicit in the 
assumptions made here is the view that no major disturbances of this kind will occur, 
and that farm prices will increase in line with labour, material inputs and capital costs. 


Population and Labour Force Growth 


The growth rate of the working-age population is expected to slow gradually over the 
next two years, and then is assumed to continue slowing to a rate of 1 per cent in 
1986 and 1987. The aggregate participation rate is projected to average about the 
same in 1983 as in 1982, due to the discouraging effects on labour force participa- 
tion of continued high unemployment rates. Over the medium term, continued strong 
increases in the participation rate of adult women and a strong rebound in employ- 
ment growth are expected to lead to relatively rapid increases in the aggregate par- 
ticipation rate. Over the five years from 1983 to 1987, labour force growth is 
expected to average just over 2 per cent per year. These assumptions are Summa- 
rized in Table 5. 


Table 5 
Assumed Annual Growth in the Working-Age Population, the Labour Force, 
and the Aggregate Participation Rate, 1982-1987 


Working-age Labour Participation 
population force rate 
(percentage increase) (per cent) 
1982 125 0:5 64.0 
1983 2 120 63.9 
1984 hee 2.3 64.6 
1985 Wel 235 65.4 
1986 1 2.3 66.3 
1987 1.0 2.4 Gie2 


Participation rate projections are extremely difficult to make, because of the many 
influences that affect individual decisions to enter or leave the labour force. The cur- 
rent forecast is particularly risky in the near term, since it is difficult to estimate the 
effects of recent and projected employment performance on labour force participa- 
tion. Forecasts of important economic variables, such as the unemployment rate and 
the rate of growth in wages, can be affected significantly by relatively small changes 
in participation rates. 


4. Economic Forecast: 1983 and 1984 


Background 


Late in 1981, the majority of economic forecasters anticipated that 1982 would be 
characterized by modest growth, continued unacceptably high inflation rates, and 
some rise in the unemployment rate. These forecasts proved to be inaccurate. All 
forecasts are based on history and judgement. They provide no more than an illustra- 
tion of the likely path for the economy based on previous cyclical experience, 
estimated historical relationships between key variables and judgements with respect 
to several factors. The major non-quantifiable factors are judgements about expecta- 
tions, business and consumer confidence and the degree to which previous history 
can provide a reliable guide to the future. The forecast presented here is one which is 
broadly consistent with past economic recoveries. Due to the severity of the current 
recession, however, and its uniqueness in relation to historical experience, the poten- 
tial for forecast error is particularly large at this time, as there is no recent historical 
example which can provide significant guidance on the probable path of economic 
recovery. 


Outlook 


After declining for five consecutive quarters, real final domestic demand increased 
0.7 per cent in the fourth quarter of 1982. This increase in demand was met by a fur- 
ther liquidation of inventories rather than an increase in production. Large-scale 
inventory liquidation is typical of business cycles in Canada and other industrialized 
countries, as firms reduce their holdings of excess inventories in line with reduced 
prospects for sales. Once inventories have been rationalized, further increases in final 
demand lead to increased production. The recent inventory correction has been 
accentuated by historically high interest rates, but has helped set the stage for an 
increase in real production beginning early in 1983. As indicated in an earlier section, 
various leading indicators point to an increase in output in the first quarter of this 
year. 


The strength and nature of the actual economic recovery in 1983 and beyond will 
depend in an important way on developments in financial markets. The recent eco- 
nomic weakness reflects, to a large extent, the response of the Canadian economy to 
monetary stringency in the United States and its impact on Canadian monetary 
policy. Canadian and U.S. monetary authorities remain committed to achieving con- 
tinued reductions in the rate of inflation, and recent interest rate reductions largely 
reflect the ability of monetary authorities to reduce interest rates in line with reduc- 
tions in inflation rates. Given continued success on the inflation front, the easing of 
monetary conditions which began in the second half of 1982 should be maintained 
during the projection period. Short-term real interest rates‘? declined from about 


(1) Defined as the difference between the 90-day commercial paper interest rate and the year-over-year 
percentage change in the CPI. 


13 


8 per cent in 1981 to about 4 per cent in the fourth quarter of 1982, and are forecast 
to decline further to between 2% and 3 per cent in 1983 and remain in this range 
thereafter. 


Considerable uncertainty surrounds the likely impact of these lower interest rates on 
the economic outlook. Evidence from business cycles since the Second World War 
indicates that strong recovery is possible with real interest rates of 2 to 3 per cent. 
These recoveries, however, began after modest recessions which provided an oppor- 
tunity for firms to rationalize their production processes and inventory holdings. The 
recent recession has been exceptionally severe and has left many firms and indus- 
tries in an extremely difficult financial position. A number of critically important 
Canadian industries, such as forest products, mining, automobile manufacturing, and 
steel production, have been very hard hit by the recession. Capacity utilization rates 
for existing capital in total manufacturing are at record low levels. Under these cir- 
cumstances, a strong cyclical recovery is unlikely to occur in 1983. 


Real output for 1983 as a whole is forecast to increase 2.3 per cent. However, 
between the end of 1982 and the end of 1983, real GNE is forecast to increase by 
6.5 per cent, as shown in Chart 2. This figure is a better indicator of the short-term 
strength of the economy than the annual average growth rate for 1983, since the lat- 
ter calculation is affected by the decline in output through 1982. The pace of eco- 
nomic recovery projected for 1983 is above the average rate of growth in the first 
year of recovery in all post-war business cycles, but is similar to the rate which pre- 
vailed before the mid-1970s and is moderate in relation to the substantially greater 
decline suffered in this recession. 


In 1983, the main contributors to growth are expected to be new housing investment 
and a lower rate of inventory run-off. Consumer spending is expected to provide 
some support to growth. Real government expenditures also are expected to contrib- 
ute significantly to economic recovery, reflecting the short-term expansionary thrust 
of the budget. 


After adjusting for inflation, personal disposable income is expected to be 2% per 
cent higher in the fourth quarter of 1983 than a year earlier. Along with further mod- 
erate declines in real and nominal interest rates, this should provide the basis for a 
recovery in housing and personal expenditures. In addition, personal savings have 
been at very high levels and their availability could support strong personal expendi- 
ture growth. With the recent decline in inflation and interest rates, the incentives to 
maintain high rates of saving have been reduced. There are, however, some factors 
which could induce individuals to maintain high savings rates rather than increasing 
spending. In particular, unemployment is expected to remain high through the year, 
and the resulting uncertainty about income prospects may restrain personal expendi- 
tures. The savings rate is likely to fall in 1983 but still remain near 13 per cent. As a 
result, consumer expenditures are expected to increase by slightly less than 3 per 
cent between the fourth quarter of 1982 and the fourth quarter of 1983. Expenditures 
on consumer durable and semi-durable goods will lead this increase. In 1984, con- 
sumer expenditures should increase at a considerably higher rate as unemployment 
prospects improve and savings rates continue to fall. 


Housing starts, which reached a low of 94,000 (seasonally adjusted at annual rates) 

in the third quarter of 1982, began to increase in the fourth quarter. This recovery has 
continued into 1983 and is expected to continue through the year as a result of lower 
mortgage rates, improving personal incomes and the additional incentives announced 


Chart 2 


The Recovery in Real GNE 
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Source: Statistics Canada, National Income and Expenditure Accounts, cat. 13-001; 
and Department of Finance. 


in the budget. New starts are likely to approach an annual rate of 200,000 in the final 
quarter of 1983. A further moderate improvement in housing starts can be expected 
in 1984. 


Canada’s merchandise trade surplus reached $17.7 billion in 1982. It is anticipated 
that this will improve further to $22 billion in 1983 and that the overall foreign balance 
will show a surplus in excess of $434 billion during the year. Real GNE in the U.S. is 
expected to increase by over 3 per cent between the fourth quarter of 1982 and the 
fourth quarter of 1983, and the total volume of Canadian exports is projected to 
increase 3%2 per cent over this period. If growth in the U.S. is more rapid than 
assumed, then Canada’s export volumes in 1983 may be stronger than projected 
and total real growth in Canada will be stronger than forecast. 


Business capital formation declined sharply in 1982. High real interest rates, declining 
domestic and international markets and a rapid deterioration in corporate financial 


Table 6 


Main Economic Indicators: Short-term Outlook 


1983:4Q 
1982 1983 1984 1982:4Q 
(Percentage change) 
Gross national expenditure 
value ay) 10.0 LOe2 12.4 
price 10.6 7.4 4.8 LoS) 
volume —4.8 2.3 5.2 6.5 
Consumer price index 10.8 6.3 520 Sr2 
Employment —3.2 —0.6 3:0 ee) 
Unemployment rate (per cent) iad 12.4 11.4 12.30 
Housing starts (thousands) 131 irs 198 198” 


(1) Level in fourth quarter, 1983. 


strength all played important roles in this development. The rate of utilization of the 
existing capital stock reached a very low level in 1982. Despite a forecast of lower 
real interest rates and improving markets and profits, the short-term outlook for new 
investment in 1983 remains weak, in large part due to high levels of unused capacity 
in existing plant and equipment. Therefore, a further decline in investment is likely this 
year even though the budget measures will provide additional support to cash flow 
and investment. The continuing effects of those measures, as well as the increase in 
output and profits in 1983, will provide the basis for an increase in business invest- 
ment in 1984. 


In the early stage of a cyclical recovery, productivity gains are typically larger than 
employment gains. Over the period from the fourth quarter of 1982 to the fourth 
quarter of 1983, productivity is expected to increase by over 42 per cent, with a cor- 
responding increase in employment of nearly 2 per cent. The unemployment rate 
may well rise further in 1983, depending on labour force participation behaviour, but 
should begin to decline after mid-year. By year end, the unemployment rate is 
expected to continue to exceed 12 per cent. In 1984, employment growth will accel- 
erate to over 3 per cent and the unemployment rate should decline throughout the 
year. It will remain high, however, and by the end of 1984 still may be above 11 per | 
cent. 


There has been a significant break in Canada’s inflationary spiral. The 6&5 program 
has provided an important impetus to slower rates of increase in wage rates. This has 
been reinforced by high unemployment rates and weak demand. World energy 
prices, food prices and general international inflationary pressures appear to have 
moderated. We have assumed that this moderation in inflation will continue through- 
out the projection period. All of these factors are expected to contribute to a further 
slowing in year-over-year inflation rates to a range of 5 to 5’2 per cent by the end of 
1983. Inflationary expectations are likely to moderate, following the observed decline 
in inflation rates, and this should provide a firmer basis for continued moderation in 
costs and prices over the medium term. 


5. Extension of the Forecast to the Medium Term: 
1985 through 1987 


In the short term, the degree of consumer and business confidence and uncertainty 
over economic prospects can play an important role in determining consumer expen- 
diture and investment plans. The projection of likely short-term economic develop- 
ments, therefore, is strongly influenced by judgments about these factors. Over the 
medium term, it is assumed that as the economy returns to more normal levels of 
Capacity utilization and lower rates of inflation, these factors will become less volatile 
and that economic variables will exhibit relationships more similar to those existing 
before the recent period of economic instability. The medium-term extension of the 
forecast presented here should be interpreted as one of many possible paths that the 
economy could follow as it returns to full capacity utilization levels after the short- 
term effects of the recent recession have worked themselves out. The extension 
assumes that developments over the next five years will be relatively free of surprises. 
Although our recent history suggests that this is unlikely to be the case, the nature 
and timing of possible surprises that might affect international and domestic eco- 
nomic performance are impossible to predict. The medium-term extension, therefore, 
is not a forecast. However, it does reflect the assumptions on which the government 
has based its medium-term fiscal plan.‘ The main elements of the medium-term eco- 
nomic projection are set out in Table7.@ 


Productivity, Labour Supply and Capacity 


Productivity in Canada, measured as rea! output per employed person, declined at an 
annual average rate of 0.2 per cent between 1974 and 1982. The reasons underlying 
this decline are not yet fully understood. 


However, one important cause has probably been the slower rate of growth in aggre- 
gate demand and output since 1973 compared with the pre- 1973 period. Other fac- 
tors such as the shift in Canada’s industrial structure towards more service-oriented 
industries, depletion of natural resources, higher energy prices, decline in the growth 
of the stock of capital relative to labour, and frequent shocks to the economy prob- 
ably account for most of the remaining productivity slowdown. 


We have assumed that no further structural changes which affect productivity will 
occur between 1982 and 1987. If this is borne out, and with a sustained economic 
recovery beginning in 1983, trend productivity in Canada should increase about 1 per 
cent per year. 


(1) The fiscal plan is set out in The Fiscal Plan, April 1983, which is also tabled with this budget. 

(2) The projections were prepared with the aid of the Department of Finance’s econometric model of the 
Canadian economy. This model is designed to capture cyclical movements in the economy, and hence 
some of the detailed results presented in Table 7 show some residual cyclical variation from year to 
year. No particular significance should be attached to these movements. 
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Chart 3 
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Table 7 
Economic Outlook 1982 to 1987 


Annual average changes Average 
1971- 1983- 1985- 
1982 1983 1984 1985 1986 1987 1982 1987 1987 
(percentage change) 
Gross national expenditures 
Value ays} 10.0 10.2 9:3 92 Sh7/ 12.4 9.5 9.7 
Price 10.6 as Ahh 4.7 4.5 3.9 9.0 61 4.4 
Volume —4.8 2.3 DYE 4.4 4.4 4.7 Shi 4.2 4.5 
Real expenditure 
Consumer expenditure —2.5 lei 3.2 3.7 4.1 4.3 3.9 3.3 4.0 
Investment in residential con- 
struction — 23.5 23.8 20.0 0.5 123 3:3 1s) 9.3 ile 7/ 
Non-residential investment —-11.5 —11.1 6.4 9.6 10.4 Uiletf 4.3 5.0 HORS 
Government expenditures 0.9 2.8 5.0 3.7 Bie! 3.3 2a 3.6 3.4 
Final domestic demand —4.2 0.4 4.7 4.3 4.7 ay) 3.5 3.8 4.7 
Total domestic demand —6.9 2.3 SiS) 4.7 4.7 SH 3:2 4.5 4.8 
Total exports —1.5 —2.8 Prif 4.1 5.2 4.7 3.6 2.8 4.7 
Total imports — 10.4 —3.5 5.8 gy 6.6 7.0 4.1 4.1 6.3 
Foreign balance (billions of 
dollars) —0.73 -—045 —-—1.44 —-1.88 -246 -3.45 —3.38 —1.94 —2.60 
Prices and costs 
Consumer price index 10.8 6.3 5.0 4.5 4.0 3.7 8.6 4.7 4.1 
Average compensation per paid 
employee On, TAS 5.4 5.4 5:3 5.0 9.7 Sai Ore 
Real wage rate — 1.0 le 0.4 0.9 1.2 1.2 1.0 1.0 ial 
Labour market 
Labour force 0.5 1.0 2:3 Zo 2G 2.4 2.9 eal 2.4 
Employment —3.2 —0.6 3.4 3,3 3.4 3.5 2.4 2.6 3.4 
Unemployment rate (per cent) Wile 12.4 11.4 10.7 9.8 8.8 1.3 10.6 9.8 
Output per person employed — 1.6 2.9 led/ Heal 1.0 led 0.9 1.2 1.0 


Output, Employment and Inflation 


Between 1985 and 1987, the annual rate of growth is projected to average 4% per 
cent. Employment is projected to increase by an average of 3%2 per cent per year 


over the period. With the labour force assumed to increase 2'2 per cent per year, the 
unemployment rate should decline steadily to under 9 per cent by 1987. This pattern 
of output and employment growth implies that the excess capacity which developed 
during the recession will be reduced slowly. However, neither capacity nor labour util- 
ization rates are expected to approach historical levels until late in the projection 
period. 


The continued existence of excess capacity through most of the period should 
restrain domestic inflationary pressures. The lower inflation rates expected to prevail 
during 1983 and 1984 also should help to moderate wage cost increases after the 
scheduled expiration of the 6&5 program in mid- 1984. Along with trend increases in 
labour productivity, this would restrain the rate of the increase in unit labour costs. 
Real wages would increase each year from 1983 to 1987. In addition, food and 
energy price increases have been assumed to be moderate to 1987. 
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Finally, international inflation is assumed to be relatively moderate through 1987 as 
governments and monetary authorities throughout the industrialized world remain 
committed to policies to ensure that inflationary pressures are not re-ignited. Under 
these circumstances, import prices should also contribute to further moderation in 
Canadian inflation rates. The rate of consumer price inflation is projected to fall to 
4% per cent in 1985 and to decline further to 3% per cent by 1987. 


The Structure of Aggregate Demand 


Table 8 


This section outlines the structure of aggregate demand in the medium term. The 
major factors underlying the short-term forecast of aggregate demand components 
were discussed in an earlier section. These generally reflected the short-run dynamics 
of an economy recovering from a major recession. Over a longer period, expenditure 
patterns are more likely to be determined by factors such as the underlying trend in 
savings rates, demographic patterns and changes in Canada’s international competi- 
tiveness. 


The distribution of aggregate demand for 1982 through 1987 and averages for 
several periods are set out in Table 8. Over the next five years, total government 
expenditure as a share of real GNE is expected to decline by three-quarters of one 
percentage point from its share in the 1971-1982 period, while the deficit on the for- 
eign balance as a share of real GNE is likely to decline by 1% percentage points. In 
the latter part of the projection period, the share of business capital formation is 
expected to rise, while the shares of personal expenditure and total government 
expenditures decline. 


The remainder of this section highlights the major factors underlying the estimates of 
the elements of final demand. 


Structure of Aggregate Demand 
(percentage share of Real GNE) ‘”) 


Average 
1971- 1983- 1985- 
1982 1983 1984 1985 1986 1987 1982 1987 1987 


Personal expenditure 63.6 62.9 Gilley, 61.3 61.1 60.9 61.8 61.6 61.1 
Residential investment 320 4.2 4.8 4.6 4.5 4.4 4.8 4.5 4.5 
Business capital formation 15.4 13.4 eH 14.2 15.0 16.0 14.5 14.4 154 
Total government expenditure) 21.0 ie Px 20.9 20.7 20.4 PAS 20.8 20.7 
Foreign balance —0.6 —0.3 —1.0 —-1.3 -16 —-22 -—2.8 —-1.3 —-17 


{) Shares do not add to total, due to exclusion of inventory change and residual error of estimate. 
(2) Includes current and capital expenditures on goods and services only. 
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Consumer Expenditures 


Consumer expenditures in the short term are expected to increase more rapidly than 
the rate of growth in real disposable income. Over the medium term, unemployment 
rates are expected to decline and real wage rates are expected to increase. A major 
factor underlying the higher personal savings rate experienced in the last decade has 
been the high rate of inflation which prevailed in the period. If inflation declines as 
projected, personal savings rates are likely to decline steadily. Consumer expendi- 
tures are projected to increase 4 per cent per year, on average, based on annual 
income growth of 2% per cent and a decline in the savings rate. Table 9 shows pro- 
jected growth in personal incomes and expenditures over the projection period. 


Even though the personal savings rate is projected to decline, it is forecast to remain 
relatively high throughout the projection period and for this reason the estimate of 
consumption in the medium term is characterized as cautious. If the savings rate 
were to decline more rapidly to parallel its relationship with the inflation rate in the 
early 1970s, then consumer expenditures would rise more rapidly than now pro- 
jected. This would contribute to more rapid medium-term growth than assumed in 
this outlook. 


All elements of consumer expenditures should benefit from improving incomes and 
lower savings rates. Purchases of consumer durables, particularly automobiles, are 
expected to be especially strong as the full impact of sustained lower real interest 
rates is felt over the medium term. 


(3) Department of Finance, Economic Review, April 1982, pp. 46-48. 


Table 9 
Personal Income, Expenditures and Savings Rates 


Real personal Consumer 
disposable income expenditures Savings rate 
(percentage change) (per cent) 

1974 6.6 om 9.9 
1975 6-2 S12 10.9 
1976 5.3 Gro 10.0 
RAG 2.5 2A) 9.7 
1978 4.3 Zul ial 
1979 PES 20 At 
1980 1.4 ea eee 
1981 4.1 129 12.4 
1982 — 1.0 —2.5 1Se% 
Average 1974 —1982 3.3 2.6 tle 
1983 —0.2 iter 12.9 
1984 2.6 3.2 12-9 
1985 125 oi 10.8 
1986 Be 4.1 9.8 
1987 3.6 4.3 9.3 
Average 1983 —1987 Zell 3.3 THEO 

1985 —1987 2 f 4.0 9.9 
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Government Expenditures 


Government final demand expenditures (goods and services and capital) constitute 
just over one-half of total government expenditures on a national accounts basis 
excluding inter-governmental transfers. 


Expenditures on current goods and services represent the extent to which govern- 
ments utilize national resources in order to carry out their function. As shown in Table 
10, real growth in goods and services expenditures is projected to increase less rap- 
idly than total GNE between 1983 and 1987, and the share of government expendi- 
tures in the economy is expected to decline steadily. 


Table 10 
Government Expenditures on Current Goods and Services 


Federal Other levels of Total government 
government government share of GNE 
(percentage change) (per cent) 

1974 Zee 20.4 22.0 
1975 12.4 22.8 22.6 
1976 16.1 14.4 21.4 
1977. Wee (ees 21.6 
1978 7.9 eA Ce eal 
1979 6.9 10.4 20:5 
1980 7.9 13.2 20.2 
1981 18.6 12.6 19.8 
1982 13.9 13.4 21.0 
Average 1974 —1982 13.2 14.5 PA) 
1983 10.6 Sa oa 
1984 9.0 ENTS 2h 
1985 fea 8.4 20.9 
1986 Tal 8.5 PAUET | 
1987 7.8 TERS, 20.4 
Average 1983 —1987 8.2 So 20.8 

1985 —1987 "ss: 82 20.6 


Other categories of government expenditures, including transfers to persons, to non- 
residents, interest payments and subsidies, are treated as income of the recipients. 
Expenditures arising from these income flows are treated as private expenditures. 


Business Capital Formation 


The share of non-residential business capital formation in real GNE increased signifi- 
cantly between 1970 and 1981. This trend was reversed during the recent recession 
and in 1982 the share of investment declined. In view of the current high levels of 
excess Capacity and weak corporate balance sheets, the relatively low share of 
investment in GNE is expected to continue in 1983 and 1984. 
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Over a longer period of time, growing investment contributes to increases in the sup- 
ply potential of the Canadian economy. This expansion in potential supply permits 
increases in aggregate demand to be satisfied without contributing to the emergence 
of inflationary pressures as demand increases. It is also the major source of new 
technological innovations which contribute to longer term increases in productivity. 


Business capital investment is projected to rise more rapidly than real GNE from 
1985 to 1987. Energy investment as a share of real GNE is expected to record a fur- 
ther increase in the period from 1983 to 1987. This gain likely will be most marked 
after 1984, when energy prices begin to increase in real terms. Non-energy invest- 
ment, which typically moves in six-year cycles, is projected to increase as a share of 
GNE in the latter part of the projection period. Sustained recovery in final demand 
and slow growth in new capacity should lead to higher utilization rates over the 
medium term. Corporation profit margins, which declined to record low levels in 
1982, are projected to recover to more normal levels by 1987. Increasing profits will 
provide a growing share of the financing of new investment. Overall, new capital for- 
mation should provide a major impetus to growth between 1985 and 1987. 


Table 11 
Investment 
Energy Non-energy 
Investment investment investment 
(percentage shares of GNE) 

1974 14.1 a0 10.8 
1975 18:4 ci 11.4 
1976 14.2 Coy 1055 
Ar 14.1 3.8 10.3 
1978 13:6 4.0 9.8 
1979 15.0 4.1 10.9 
1980 ‘Kora 4.2 11.9 
1981 16.6 4.7 11.9 
1982 15.4 4.6 10.8 
Average 1974 —1982 14.9 4.0 10.9 
1983 13.4 4.6 8.7 
1984 HOeO 4.4 9.1 
1985 14.2 4.9 9.2 
1986 15.0 Sra 9.8 
1987 16.0 Dial 10.9 
Average 1983 —1987 14.4 4.8 26 

1985 —1987 15.0 oad 9.9 


Residential Investment 


Residential construction is one of the most highly cyclical sectors of the Canadian 
economy, responding strongly to short-term variations in interest rates and personal 
incomes. In the longer term, residential investment depends in large part on demo- 
graphic requirements. 
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During the 1980s, the number of households in Canada is likely to grow more slowly 
than in the 1970s. The extent of this slowdown is difficult to assess, since the propor- 
tion of the population of an age to become heads of households is projected to 
increase substantially over the medium term. As well, social factors leading to smaller 
average family size and more single person households are projected to continue 
working in the same direction as during the 1970s, and thus to help maintain growth 
in the number of households and demand for additional housing units. On the basis 
of these demographic considerations, and on the assumption that real interest rates 
will remain stable and that personal disposable incomes will increase steadily, new 
housing starts are projected to average just under 200,000 per year between 1985 
and 1987. Expenditures on new housing resulting from these housing starts, residen- 
tial investment in repairs of existing homes and other real estate expenditures will 
combine to maintain a high rate of growth in residential investment. 


Exports and Imports 
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Both domestic and international factors will influence developments in Canada’s 
external balance in the medium term. The economies of our major trading partners, 
particularly the United States, are assumed to grow steadily in the period. If Canadian 
wages and prices increase as projected, then the manufacturing sector will probably 
maintain its current international competitive position. 


Canada’s merchandise exports will increase at a moderate rate with automobiles, 
lumber and other end products being especially strong. Exports of natural gas also 
are assumed to increase rapidly. 


Rapid increases in investment and in consumer expenditures over the medium term 
imply that the volume of Canada’s imports will increase more rapidly than real 
exports. The surplus in the merchandise trade account (measured in 1971 dollars) 
reached $5 billion in 1982, but is expected to decline gradually to just over $3 billion 
by 1987. In current dollars, the trade surplus is projected to average $23 billion in the 
period from 1985 to 1987. 


Continuing high payments of interest and dividends to non-residents will lead to 
larger deficits in Canada’s non-merchandise trade account through the medium term. 
The growth in these deficits will exceed the growth in the trade surplus, resulting in a 
declining current account surplus through the period. 


It should be emphasized that the current account balance and the balances on mer- 
chandise trade and the service accounts are the difference between very large import 
and export values. In 1987, for example, projected import and export flows in current 
dollars are each expected to be in the neighbourhood of $145 billion. Small diver- 
gences from these values can result in relatively large differences in the projected cur- 
rent account balances. 
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